ABSTRACT
INTRODUCTION
he Shadow banking system is a mystery to some because much of what is done in that universe is either not understood or not reported to regulatory agencies. Ben Bernanke, the past chair of the Federal Reserve, defined shadow banking as follows:
"Shadow banking, as usually defined, comprises a diverse set of institutions and markets that,collectively, carry out traditional banking functions but does so outside, or in ways only loosely linked to the traditional system of regulated depository institutions. Examples of important components of the shadow banking system include asset banked commercial paper, money market mutual funds, markets for repurchase agreements (repos), investment banks, and mortgage companies. The activity of some of the above components is unregulated and is of concern in China today. This concern was also present in the United States prior to financial crisis that began in 2007" {Bernanke, 2012} . This paper will attempt to provide insight into the following: First, examine some of the economic and legislative events that took place in the U.S. prior to the 2008 -2010 financial crises. Second, compare some of the above events to what is happening in China today. Third, examine some of the vulnerabilities in China's financial system within its shadow banking sector. Finally, draw some conclusions and implications to the global economy.
SHADOW BANKING IN THE UNITED STATES
Timothy Geithner, the past U.S. treasury secretary, directly linked the 2008 -2010 American banking problems on a crisis within some of the components of shadow banking described above by Bernanke. Geithner Before the 2008-2010 financial meltdown, the shadow banking system had overtaken the regulated banking system in terms of lending money to consumers for homes, autos, and student loans {Hall, 2009}. This created systemic risk within the entire financial system because unregulated shadow banks were connected to traditional banks through various credit chains {Cowen, 2012}. Shadow banks did not have to maintain financial reserves or deposit insurance which further exposed their risk to the general economy. Shadow banks are considered to be direct financial institutions. The business activity of these banks is speculative since their long term investments need to continuously rise, which is not possible. The above was true for the United States prior to its financial crisis; however the mechanism or activities of shadow banking are not as clear in China as in the West. What is clear is that much of the shadow banking (banks and trust companies) activity in China is done by selling direct investments and trust instruments to wealthy individual investors. This process passes the financial risk to individual not the banking system that is selling the products. These Chinese investment instruments are not guaranteed and they also bypass any traditional banking and real estate regulations. The above problem was at the core of the U.S. financial problems (2008 -2010) and is currently the concern in China {RIETI, 2013}.
The recent world-wide great recession has also been directly linked to shadow banking behavior. Paul Krugman, an economist, who stated the following in the aftermath of the U.S. crises: The above quote by Krugman could also have been applied to the credit bubble in the latter 1920's in the U.S. The American government attempted to partly address the domestic economic depression of the 1930's by passing the Glass-Steagall Act. This legislation had become best known for requiring the separation of commercial banking activity from investment banking {Reinicke, 1995}.
In November, 1999, President Bill Clinton signed the Gramm-Leach Act that repealed some provisions of the Glass Steagall Act. This removed the separation that previously existed between commercial banks that financed the underwriting process and investment banks which issued securities. Since the recent global Great Recession, many believe that the partial gutting of the Glass-Steagall Act contributed to the U.S. financial crisis {Mannuel, 2011}. By 2010, Congress passed the Dodd-Frank Act. This legislation attempted to address shadow banking by allowing the Federal Reserve to regulate most of the financial institutions that were directly or indirectly involved in the financial meltdown. To date the full implementation of the Dodd-Frank Act has not been completed.
SHADOW BANKING IN CHINA
The notion that economists can focus on individual countries or regions and derive meaningful forecasts has become nearly impossible without considering the macro environment. Globalization has made most of the developed and developing nations dependent on each other. An example was Thailand in 1998 with their financial problems that spread financial "contagion" to South Korea, South America, Russia, and ultimately the United States with the near collapse of Long Term Capital Management (LTCM), a global hedge fund based in New York. Shanker Satyanath makes the point that when banks in South East Asia disclosed unreliable information to the public, especially when certain counties were near financial collapse (as was the case with Thailand) bank runs can become very costly, risky, and "contagious" {Satyanath, 1999}.
China is no exception when it comes to the vagaries of globalization. Paul Krugman believes that China's economy contains many of the same signs of speculation that the U.S. did in late 2007. More specifically he states that: "China's thirty years of incredible growth has reached its limits . . . the only question is just how bad the crash will be" {Krugman, 2013}. In the late 1990's, China saw its government attempt to grow their economy by converting small town land into industrial projects. This effort was not as successful as expected and was replaced with a strategy to build "new cities' at urban fringes. This construction contained commercial as well as residential structures. Success was marginal in that property values rose but the vacancy rate was very high {Hsing, 2010}. Simulative economic growth was also necessary in an effort to employ the massive amount of Chinese labor. This necessitated the raising of large amounts of funding from traditional and non-traditional (shadow banking) sources.
Additional research argues that shadow banking has played a much larger role in China's economic growth in the smaller villages, towns, and suburban areas where GDP growth has been most robust and where data transparency can be less creditable {Allen, etc., 2008}. Further estimates that China's 2012 GDP growth came from suburban areas was reported by Citi Bank. The bank's research believed the figure to be 54 percent, while Moody's estimate was at 55 percent {Accelus, 2014}.
According to Thomson Reuters, the Chinese housing market has increased the liquidity risk in the Chinese economy as a whole. Reuters lists 5 risk factors (including the housing market) that are growing concerns for China's financial markets. Of even more concern is that shadow banking activity is exacerbating these risks that are quoted below by Paul Kurtz {Kurtz, 2013}:
1.
Housing prices -Reuters research states, ". . . given Chinese constructors' foremost aim of attracting investment, rather that catering to residential demand, the problem of vacant apartments in China is much more severe than it was in the U.S. The media claims that there are approximately 64.6 million empty apartments in China. This is enough to house 200 million people". 2.
Interest and inflation rates -While interest rates have remained relatively low because of tempered inflation, this could change as world economies improve. If interest rates were to begin to rise, it would decrease the flow of funds into the shadow banking sector. This potential illiquidity would be very risky to several parts of the Chinese economy, especially the Chinese real estate market. 3.
Capital flow -As China moves toward opening its capital account, it could lead to a large outflow of currency from China to other parts of the world with higher rates. This could also promote illiquidity. 4.
Repro Rate -In June, 2013, there was an increase in traditional Chinese banks' financing cost and thus increased mortgage rates. This put downside pressure on real estate prices. 5.
Required Reserve Ratio -As of mid-2014, the Chinese reserve ratio (amount of traditional state supported bank deposits that can't be loaned out) was much higher than in the U.S. or Europe. This made shadow banking (off the traditional balance sheet) activity in China that much more attractive.
While the above denotes some of the more obvious immediate concerns that are facing the Chinese economy, there are other less obvious troubling factors. For example, any last decade tightening of monetary policy in China has been directed toward the traditional state owned banks, and the effects should have been typically felt by the broad economy and specifically money and capital markets as they are in the West; and this was the case when China implemented its quantitative easing policy in 2008. The results were an approximate $580 billion (US) dollar stimulus that fed the impressive economic growth rates in China since the global recession. However, the stimulus helped the state sector but not necessarily the "free market" parts of China's fringes -where the core growth is {Coase, 2012}. This led to a shortage of funds for the broader economy by the end of 2010 as Chinese monetary policy was reversed and monetary policy was tightened {RIETI, 2013}. This more restrictive monetary policy and the chain of events that followed prompted the traditional state owned banks to skirt the more restrictive regulations imposed on the banking system by engaging in more shadow banking activity themselves.
By 2013 it was estimated that approximately 36 percent of China's GDP was related to shadow banking. This meant that transparency within above banking activity was difficult at best and thus made financial risk evaluation near impossible {RIETI, 2013}. J. Elster argues, that a banking system without traditional banking channels that are enforced by regulators and allows for financial information to potently flow through the system without informing the public is highly risky. He further argues that transparency the above allows for the potential early detection of any problems and attempts to resolve them before they lead to a crisis. This, he believes, cannot be achieved within a shadow banking system {Elster, 2000}.
CHINA'S ATTEMPT TO REFORM
It is apparent that China has been moving toward embracing a market style economy at the margin and slowly dismantling the old communist ideology. This is a major change and requires the adoption of some of the characteristics of free market capitalism found in the West. The above means that China should, at a minimum, disclose more information regarding business and banking activities than it has been doing in the past in order to continue with its post-industrialization. While China enjoys a favorable balance of international trade with most of the world, its economy is not competitive on all fronts. An obvious example of this is the fact that China's businesses compete mainly on price. This has been the case because of its global advantage with cheap labor and low production costs. The Chinese government has recognized this deficit and has been trying to correct their general lack of new and innovative product output. Ronald Coase and N. Wang argue the following relative to China's limited ability in the area of innovative product production. They argue the following: "Short on innovation and lacking their own distinctive products, many Chinese firms depend on ordered manufacturing -taking orders from overseas markets and selling them under foreign brand names" {Coase and Wang, 2012}. In order to correct the above, considerable business cultural reforms are likely since product innovation was not a part of a traditional communist economy. This transformation into the global mainstream of international competition with the West won't come cheaply. Whether the above effort will entail tapping further into the unregulated shadow banking activity in China remains to be seen?
CHINA'S RELIANCE ON SHADOW BANKING
During 2013, China's State Council drafted document No. 107 that attempted to address separate regulations for state banks and some shadow banking activities. However, the description of how the oversight would be enforced was vague. More specifically, the document stated that different types of shadow banking activities would be viewed on a "one by one" basis and would be managed by "relevant institutions". The Council declared shadow banking as playing an active and "inevitable" role in financing the development of the Chinese economy. Although the Chinese government has attempted to address shadow banking activity, the reality is that as Beijing has allowed nontraditional financial institutions to lend to local municipalities these municipalities have become heavily in debt. A Wall Street Journal article reported on the recent massive built up in China's domestic debt: 
CONCLUSION AND IMPICATIONS
It appears that the growth of unregulated shadow banking proved to be a mistake in the West and can be true in China as well. The Glass Steagall Act was originally enacted in the United States in an effort to help ensure financial stability by preventing potential conflict of interest between the regulated commercial banks and higher risk taking investment banks. The modification of the Glass Steagall Act during the 1990's could have led to the major financial crisis not only in the U.S. but throughout many parts of the free world. Based on our research, the Chinese economy appears to be on a similar trajectory as America was prior to the crash in 2008 and beyond. Similar repercussions in China could also have a major impact on the banking and capital markets throughout the world. It also seems that much of the dynamic economic growth in China has been from efforts of private entrepreneurship, which was illegal prior to China's economic reform. Further, it appears that the traditional state banks in China have not been that experienced in providing loans and access to the capital markets that are necessary for private sector type businesses. Hence, in an effort to service China's rapid growth policies, the emergence of shadow banking expanded to the point of becoming not only useful to entrepreneurs but quite necessary for the continued growth and prosperity of China's overall economy, {Coase and Wang, 2012}. Evidence suggests that there is in fact an economic bubble in the making that could not only affect China but its international trading partners as well. This threat is enhanced in our opinion, because the Chinese government has not had experience in dealing with such a crisis nor does it have the banking structure as the U.S. did in "controlling" its recent 2008 -2010 domestic and global financial crisis. Finally, we believe that it is necessary for the Chinese government to learn from the recent financial experience of the West and take appropriate action to not duplicate a similar problem.
